
factor ot 5.3 percent, but it may keep any earninq. it can achieve.

Intlation is assumed to be 3.3 percent annually in this

illustration. Theretore the price cap index 4ecline. 2.0 percent

each year. This is the rate by which the hypothetical carrier

mu.t reduce its telephone rate•.

The illustration continue. by a••uainq that the carrier

actually achieve. a 5.3 percent produ~ivity and thus earn. 13.65

percent each year. However, the rate of return, whatever it is,

has no bearinq on the aov..ent ot the price cap index.

Ther. ar. thr.e r.a.on. why the a~t illu.trated by riC)UZ'.

2 i. vronq, and vby video dialtone cro••-sub.ieUe. siR aff.ct

telepbone ratepayen. The thr.. rea.ona relata to (1)

jurisdi~ional .eparationa, (2) interstate profitability, and (3)

indu.try productiVity.

By lav, the PCC ..1: .eparate the co.ta of telephony betw.en

inter.tat. ancl in~a1:ate .ervic... At pre.ent, there is no

foraal rac:oqnition ot video elialtone ..rvic.. in the Part 36

.eParatioM rul... '1'0 date the allocation ot co.t. tor video

dialtone are folloviftC'j' the allocation. contained in the LECs t

propo.acl video dialtone tariff.. If the.e propo.ed taritfs

under.tat. the coat ot video dialtone, they ov.r.tat. the co.t ot

telepbone .ervic... bi.tiftCJ .eparationa procedure. (Par1: 3')

allocate approxiaately '5 percent ot telephone servica co.ts to

2



the intrastate jurisdiction. Thus, each $1.00 overstat..ent at

telephone cost. by reason ot video dialtone cross-sub.idies

intlate. intrastate jurisdictional cost. by 75Q.

Whether or not a carrier choo.e. the no sharinq "pure" price

cap option tor interstate service. has a1:ls01utely no ettect on

intrastate rat...kinq. The only way to protect intrastate

telephone ratepayers troa payinq tor video eSialton. sub.ieSie. is to

ensure that intra.tate telephone costs eSo not includ. video

dialtone costs. To address this issue, the Co_ission shouleS

revise it. Part '4 accountinq rule. to sep.rate &1l video dialtone

co.ts fro. telephone co.ts before thes. costs are .eparated by

jurisdiction. This will en.ure th.t no vid.o dialton. costs vili

be supported by intrastate telephone ratepay.rs.

2. In~.rs~.t. Profitability

Accordinq to LlC taritf tilinq., the provision ot vid.o

dialton. ..rvice in the initial ye.n will incr.... coats 1I0re

than revenu... Thi. early unprotiteility will influence the

LJ:C.· choice ot price cap options. u di.c:u••ec:l U»ov., the "pure"

price cap ~ioft require. a 5.3 perc.nt productivity offset and

reault:s in an annual rate reduction at 2.0 p.rcent. However, it

the carri.r anticipate. that video cSialton. will low.r its overall

protit., it vill not opt tor the "pur.· price cap option, but will

choo•• on. at the "sharinq· options that doe. not carry such a hiqh

productivity ottset. The carrier vill opt tor the pric. cap option
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which ainiaiz.a ita total rat. reduction r.quir...nt a. a r ••ult ot

both the tOrllula and sharinq. Th. carri.r will choo.. the low••t

productivity ott••t availabl., unl••• this choic. will cau•• it to

lover rat•••or. throuqh sharinq than it avoi4. by choo.inq a low

productivity ottset.

In Fiqure 3, it i. a••u.ed that the carrier initially .arn.

13.65 percent, vhich i. above the 12.25 threuolcl tor .harinq un4.r

the tvo sharinq option.. Bovever, conai.tent vith the 4at. tro.

LEC taritt., riqure 3 a••uae. that vicleo 4ialtone co.ta reduce

real ized productivity by 3.0 percent to 2. 3 percent. Thia 4rap in \I

productivity vill cau.e lover .arninq.. Anticipatinq thi., the

carrier vill cboo.e the 4.0 pereent productivity tactor, the lowe.t

price cap productivity option. TIli_ cboice produce. a net annual

price reduction of only 0.7 percent. Under this option-, _. the

carrier auat .hare ••rninq_ be1:Veen 12.25 and 13.25 perc.nt on a

50/50 baaia, and it .ust refund all .arninga greater than 13.25

percent. In tIli. illu.tration., video dialtone .ervice ba. reduced

the carrier·. return to 12.'0 percent. Therefore, sbarinq

depriv_ the cant.. of only .275 percent 1 of ita earninq. in the

tint,..r. In the aeconcl and third yean, video eli.ltone turth.r

elepre._ eam1ncJa to 11.95 percent and 11. 10 percent,

re~ively, so t:ba CArrier .hara. no e.rninq. whatever.

Since carrien choo.. one of the three price cap option. each

112.'0'-12.25' •. 55' x 50t • .275'
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ye.r, the advent ot video dialtone will likely re.ult in •

miqration ot LEC. troa the hiqhest productivity, non-sh.rinq option

to the lower productivity, sharinq options. As de.onstratad by the

tirst three years ot Fiqure 3, the ettect on ratepayers is an

annual price cap adjustaent th.t is 1.3 percent.q_ points hiqher

with video dialtone than without it.

The Co..isaion can in.ulate interstate telephone ratep.yers

tro. this etteet by impoainq procedurea to exclude video dt.ltone

revenue. and costs tro. the e.rninqs that are uaed to cOllPUte the

sharinq obliqation. However, it there is a cro.a-aubsidy, and a (.

portion tor the c~n coata th.t should b. .aaiqned to video

di.ltone are aaaiqnec:l to telephone service., this exclu.ion t.ils

to r ••olv. the probl... Telephone service ••rninq. will d.clin.,

and carriers will opt tor th. lov.r pric. c.p. in the contidence

that th.y will not beca.e subject to e.rninqa sharinq.

3. I.-try PrgIugt;iyi1;Y

In it. recent price cap order, the ca.ai••lon tound aerit in

b••il\9 the produftivlty ottset in it. price cap aec:hania. on a

.0vil\9 5-year .veraq. ot the induatry's productivity performance.

The ettect of addinl .iqniticant nev video di.ltone input. without

a corr••pondinq (in the ne.r t.ra) incr•••• in output. will be to

reduce the industry'. productivity perforJUnCe. Tbe .cvinq .veraqe

ot productivity perfonaance vill decline, aDd with it the

productiVity ott••t.
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The consequence at this ettect is illustrated in riqure 3 in

Vears 4, 5, and 6. riqure 3 assu.es that in Year 4 the Co.-i•• ion

ob.erve. that the industry I s productivity pertonaance has fallen to

2.3 percent and the productivity ott.et i. .et at this level.

Coabined with an intlation rate of 3.3 percent, ebi. oftset allow.

an annual inc;rMM in rate. of 1.0 percent, inatead of the 2.0

percent deere••• discu••ad aboVe.

Aqain, ebe C~ission can inaulate telephone ratepayers tro.

this effect by iaposinq procedur.. to exclude video dialtone

inputs and outputs tro. the annual procluetivity per'forllance

calculation. However, it there are cross-sw,si4ie., and vi4eo

dialtone costs are allowed to. intlate talephony inputs, eben the

telephone productivity factor vill decline in spite at the

Co..iasion's ettort. to seqraqate th... two line. ot bu.ine.. tor

purpo.e. of rat. requlation.

CQnc;lu.iqD

In the at~cbed illustration, tbe cu.ulative six-year ettect

ot video dialtone Oft intu.-.tat. telepbone ntePayer is an increase

ot 12.' percent in their rate.. With no video 4ialtone costs,

rat.. tall by 12.0 percent, a. abCMl on Fiqure 2. With video

dialtone CORa, rat.. iner.... by 0.9 percent. This is in spite at

the tact that the hypoth.tical Lie beqan, in Year 0, as a "pure"

pric. cap carrier. Moreov.r, even it tile fCC c:hanqes it. exi.tinq

price cap plan by eliainat.iDfJ· the sharinq options altoqether, the
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adverse effect. of cro•• subsidy trom improper cos~ alloca~ionwill

persis~. This is because the telephone productivity tactor will be

deflated as described above. Ultimately, without rea.onable co.~

allocation., in~ers~ate and in~rasta~e ~elephone ratepayers will

bear the burden of supportinq those cross-subsidie••
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EFFECT Of VDT CROSS-SUBSIDIES ON PRICE CAP CAlUUEllS

Fjgwt 1 - FCC Price Cap amigQ.

PRODUCTIVITY
FACTOR
OrooN

4.0-1.

4.7%

'.3%

EXCESS EARNINGS SHAllED
WITH BAnPAYQS

50% of -.millp betw.­
12.2'% ad 13.2'%

100% of amiDp over 13.2'%

50% of eamiJlp betw.­
12.2"~ ad 16.25%

100% of tll'DiDp over 16.2'%



EFFECT OF VDT CROSS-SUBSIDIES ON PRICE CAP CARRIERS

Figyrt 2-B'M CaM (S.3 c.rcant grodydivity .gyro.en

YEAR INFL PAOe PAICe ROA

0 . . . 13.6S"- •

1 3.3"- S.3"- (2.0~) 13.6S"-

2 3.3~ S.3~ (2.0~) 13.6S~

3 3.3~ S.3~ (2.016) 13.eS~

4 3.3~ !.316 (2.016) 13.85~

S 3.3~ !.316 (2.016) 13.8516

e 3.3~ !.316 (2.016) 13.6!~

TOTAL - . (12.0~) - ..

YEAR INFL PROD PRICE ROR

0 - - - 13.6S"

1 3.3" 4.016 (0.7~) 12.80~

2 3.3" 4.016 (O.7~) 11.9S"

3 3.3" 4.0" (0.716) 11.10"

4 3.ft 2.3" - 1.0" 11.10~

! 3.3. 2.3" 1.016 11.10"

e 3.3" 2.316 1.0" 11.10~

TOTAL - - 0.916 -
• RIOC 19M A=- (Authorized is 11.25 PM*'t).
- Auum.. pradudI'Itty WIget IoweNd by 3.0 petClnWge points.
Note: This ctwt assum.. FCC Idopts rults to ap...... VOT from telephon. COItI for

intra..... l'atemlldng.
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